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Professor Perry Mason is Acting Dean of the School of
Business Administration and Professor of Accounting at the
University of California, Berkeley, Cal. In addition, he is
president of the American Accounting Association.
This paper was presented by Professor Mason at the 1950
West Coast Regional Conference held at the Claremont Hotel,
Berkeley, Cal. Prof. Mason also presented this speech at the
Ohio State Institute on Accounting.
Being an outstanding lecturer and author on accounting,
we are pleased to present this article to you at this time.

A RECONSIDERATION OF CRITERIA OF
REALIZATION OF BUSINESS INCOME
PROFESSOR PERRY MASON

If an intelligent visitor from another
planet were to spend some time in this
country in an attempt to understand its
habits, customs, and so-called civilization,
there are many things which undoubtedly
would puzzle him. Each one of us would
be able to make a little list of his own
of these queer aberrations. My own list
of things, the reasonableness of which I
should find it difficult to explain to the visi
tor, would include most radio commercials,
Miss America -contests, flag - pole sitters,
our farm-price support program, and the
antics of political campaigns. And I should
certainly add to the list of things diffi
cult to explain, the accountant’s calculation
of realized business income. Let us take a
look at some of the things we accountants
do.
The most commonly used basis for recog
nizing earned revenue is the sale. If a
grocer buys a can of peas for 15c, expect
ing to sell it for 18c, we say: “Let’s wait
until he does sell it before we recognize
any profit,” and that is certainly a reason
able position. He is in the retail business
where his whole activity is focused upon
the making of sales to his customers. To
show a profit of 3c before he had found a
customer for the can of peas would obvi

ously be a silly procedure.
But now notice what happens if the
wholesale price of canned peas changes. If,
at the end of a year, the can of peas is
still unsold and the wholesale price has gone
up from 15c to 16c, we sit back and smile
with satisfaction. If the price to the cus
tomer remains at 18c, the grocer will still
make his 3c profit, and if, what is more
likely, the price goes up to 19c or 20c, he
will make that much more and everything
is lovely. Until he sells the can of peas,
we do not know how he will come out, so
we sit tight.
But, suppose that the wholesale price
drops to 14c. Then, under the time-honored
policy of cost-or-market-whichever-is-lower,
we get hot and bothered about the situa
tion. “Oh! Oh!” we say, “he may not make
3c profit when this can of peas is sold since
the selling price may drop to 17c.” So,
in spite of the fact that the grocer has not
carried out our profit-determining step of
selling the can of peas, we write down
the inventory to 14c and take an immediate
loss of 1c. If the can of peas is sold during
the next period for 17c, we show the nor
mal profit of 3c. Now if all of this had
taken place within one accounting period,
we should merely have shown a profit of 2c
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on the sale, the direct result of buying and
selling operations. What we have done
is to take a loss in one period and a higher
profit in the next period than if we had
stuck to our original proposition that the
sale is the proper criterion of profit realiza
tion; or, to put it another way, we seem
to accept the curious proposition that a
rise in cost is not a realized profit but a
fall in cost in a realized loss. All of this
would certainly be confusing to the visi
tor from another planet and certainly it
is always confusing to my students.
Let us take a look at another case. A
corporation has some excess cash so it
buys some shares of stock of another corpo
ration as a temporary investment. At the
end of the next accounting period, it is
discovered that the issuing corporation has
earned a net income of $5 a share but,
due to its requirements for expansion, its
directors have decided to limit the divi
dend to $1 a share. The book value per
share, therefore, goes up $4 a share and,
since market values reflect so many com
plex factors, we shall assume that the
market value rises only $3 a share. What
do we as accountants do in this situation?
We record the $1 of dividends as income
for the period. Period! A stockholder of
the corporation which holds the shares of
stock is left blissfully ignorant of the fact
that the market value and book value of
this asset of his corporation have had a
marked increase. For all he can tell, with
out making his own investigation, the issu
ing corporation just earned enough to pay
this small dividend and as far as he can
tell, the realizable value of this highly
liquid asset is no greater than when the
shares were acquired.
If, however, the issuing corporation suf
fers a loss and does not pay a dividend,
the accountant snaps to attention. Both
book value and market value drop, and we
ordinarily are quick to recognize this in
the accounts and statements. No longer do
we wait for the sale of the shares before
recognizing any change in the situation. We
refuse to record an increase in market
value because, as we say: “Why, the market
price may drop before we get around to
selling the shares—what goes up must come
down.” But when the market price falls,
we do not seem to realize that the price
may come up before we sell the shares. It
is all very confusing.
This previous illustration also relates to
our peculiar concept of dividends as in
come. In a partnership, we say that an
individual partner earns his share of the
partnership income at the same time that
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the partnership, as a separate business
entity, earns it. But if the partners incorpo
rate, we insist that the former partners,
now acting as stockholders, go through a
bit of formal mumbo-jumbo to distribute
a portion of the assets of the corporation
to themselves. Actually a very good case
can be made for the proposition that divi
dends are not income at all, but rather that
the stockholder, like the partner, realizes
his income as the corporation earns it. At
least we should have a more sensible income
tax if this point of view were adopted.
Another peculiarity in the accounting
mind at work is the handling of contingen
cies. If a public accountant has a client who
is engaged in a law suit in which he will
probably have to pay damages, he at least
sets up an estimated liability and may
even reduce the amount of current net in
come to provide for it. We do something
similar if it looks as though we are headed
for a period of falling inventory values. We
are very careful to mention and to provide
for all estimated and contingent liabilities.
But we are almost wholly inconsistent
when it comes to contingent assets. I do
not believe I ever heard of anyone advo
cating that we pay much attention to show
ing as an asset the probable amount
collectible in an unsettled law suit and
seldom is it suggested that we ought to
write up an inventory because prices had
risen or were apparently on the way up.
And yet how can a present or prospective
stockholder, a banker, or anyone else, act
intelligently if he only knows one side of
the financial picture?
Here is another situation which would
certainly perplex our visitor. Companies
A and B, we shall assume, are manufactur
ing concerns which are identical in every
important respect. Company A is practi
cally shut down and just earns enough to
cover its shut-down expenses and therefore
shows neither gain nor loss on its income
statement. Company B, on the other hand,
after a period of shut-down, is working
twenty-four hours a day replenishing its
stock of products, has made firm contracts
for their sale, but has made no deliveries
during the period under consideration.
Company B’s income statement would look
about the same as Company A’s and even
the balance sheet might not look much dif
ferent. A very important set of facts do
not show up in the accounting records and
statements, all because we must wait for
the completed sale before recognizing any
realized income.
The problem of the recognition of in
come is made still more confusing because

sometimes we abandon the sale as our basis we mean that we go out of our way to
and go to extremes in both directions. In recognize expenses, losses and liabilities,
gold mining we take the position that pro but almost fall over backward in our at
duction rather than sale is the proper cri tempts to postpone the recognition of in
terion and we value the inventory of unsold come, gains and assets. If we can possibly
gold at approximately its selling price so find an alternative, we always choose the
that the profit gets assigned to the period one which gives us the lower profit in the
of production rather than to the period present accounting period. It has always
of sale. We often do the same thing in puzzled me as to why this attitude or prac
farming operations. I believe it is cus tice ever was called “conservative.” The dic
tomary, for example, in stock raising when tionary defines the word as: having power
a calf is born to debit Calves and credit to conserve or preserve, disposed to main
Cows and then to place an inventory value tain existing institutions, opposed to
upon the cow so that the net result is to change or innovation, and so on. A much
take the income from natural increase in better term would have been “pessimism”—
the herd, or in these modern times, artifi the opinion or doctrine that everything in
cial increase in the herd in the period of nature tends to the worst, a disposition to
production rather than the period of sale. take the least hopeful view of things.
How has it come about that accountants
Then, we sometimes go to the opposite ex
treme and insist that there is no realized have acquired such a bad case of ingrown
profit until we have cash on the barrelhead. pessimism? I believe there are at least
The instalment method is the most com three reasons. One is that we have been
mon example of this point of view.
encouraged to adopt this point of view by
We could go on for some time listing and the bankers and other extenders of credit.
describing these puzzling peculiarities of Recently I attended an important meeting
accounting procedure, but let us stop and of accountants, and we were addressed by
see if we can find out why it is that we a representative of the bankers. During the
are in this predicament. Some of the things discussion which followed, the speaker was
we do are reasonable and understandable. led to say something to the effect that any
If we accept the proposition that income method which led to lower asset figures
should be recognized only when all of the on the balance sheet would meet with
more significant events have occurred which his approval. Bankers have traditionally
would lead us to the conclusion that the encouraged the creation of secret reserves
sale has been or will be completed within as a substitute for careful investigation and
a short period of time with little or no good judgment. I believe, however, that the
additional cost, we have something logical picture is changing. Just a few months
and consistent with which to work. The ago I listened to a speech by another banker
ordinary retail sale fits this concept. The and much to my surprise I found that he
valuing of produced gold and farm products was taking a very enlightened point of
at selling price, or close to it, is obviously view. (The definition of an enlightened
proper, since little or no selling effort and point of view is one that agrees with
costs will be required and a firm market your own.) He seemed to realize that the
price can easily be determined. The spread real security back of a business loan was
ing of the profit on long - term contracts earning power and that the important thing
over several periods in proportion to the in making a loan is to assume continued
percentage of completion becomes reason operations, not liquidation. He was anxious
able since the contract of sale has already to have accountants prepare statements
been made and production becomes the prin which, to the best of their ability, pre
cipal activity. The instalment sale method, sented the facts of the case, not a distorted
under this concept, is sensible since there set of figures in the traditional manner.
is often considerable doubt as to the ability If, for example, the prospective borrower
of the purchaser to carry out his contract has followed the customary practice of
and since substantial expenses in connection writing off his fixed assets with the use
with the sale are yet to be incurred. This of the highest rate of depreciation he can
is a good guide to follow and we should get away with for tax purposes and then
charging no depreciation at all to opera
probably use it more than we do.
But much of what we do and the most tions once an asset is fully depreciated,
confusing results arise from the so-called even though it continues in use for some
principle of conservatism and I should like time, he may present a beautifully pessi
to take a few sound whacks at this vener mistic balance sheet but his income state
able notion. First, what do we mean by ment, once the asset has been fully written
“conservatism” in accounting? Apparently off, automatically becomes dangerously op
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timistic and inaccurate. While it may be true
that the bankers have let us down this
dismal path, I believe they are having a
change of heart and will be more interested
in the future in the whole truth rather
than a distorted version of it. At least we
should do our best to educate them in that
direction.
A second possible reason for our pessi
mistic habits is that owners of businesses
are apt to be incurable optimists. We as
accountants have sometimes felt that we
have to be careful not to present too rosy
a picture of the results of business opera
tions or our client or employer will grab
the ball and, in his enthusiasm, run toward
the wrong goal line. I used to have a client
in the real estate business. After I had
prepared his balance sheet on a “conserva
tive” cost basis, he used to sit down, re
calculate the figures using the selling price
of all of his unsold subdivision lots, and
then start planning on how he would spend
his profits. Six months later he went
through a receivership. This optimism, of
course, presents a real problem, but I do
not believe that our traditional pessimism
is the answer, particularly since a policy
which results in the lowest possible income
this year will usually produce abnormally
high income in the next or some subsequent
period. If we have given the owner the most
accurate figures that we can turn out,
and have attempted to educate him as to
what they mean, we have, in my opinion,
given him the best type of service.
A third explanation may be that we
accountants have welcomed the opportunity
to slant our figures toward the more pessi
mistic side because we were only too well
aware of the inevitable inaccuracies which
are inherent in our adoption of short arbi
trary accounting periods and in other
phases of our calculations. We know that
in spite of our best efforts we are going
to be wrong and we have a hunch that our
client or employer is going to react less
explosively if he finds out that he actually
made more profit than we had estimated
than if the contrary were true. I doubt,
however, if this has been too important
a factor and I should certainly take the posi
tion that we are performing our duty as
accountants only if we try to present the
truth and the facts as we see them.
There is, of course, a fourth factor which
I shall merely mention—the effect of the
income tax law and regulations. Clients
naturally expect us to keep their taxes at
a minimum and are apt to ignore histori
cal evidence and assume that taxes cannot
possibly go any higher. But it seems to me
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that the time has long since passed when
we can use the tax return as an adequate
guide to business management and invest
ment. We must prepare alternative figures
which make more sense.
Now, what can we do about it? Being
more of an evolutionary rather than a revo
lutionary temperament, I am not going to
propose anything very drastic. In general
I believe we do a pretty good job as it is.
But I would like to drag down from its
pedestal that old decrepit God of Conserva
tism and replace it with a Goddess of
Truth. If we are actually faced with ap
parently equal alternatives, of course we
are wise to choose the more pessimistic
answer, but to go out of our way to keep
asset values down and liabilities up through
such devices as cost or market, excessive
depreciation rates, and reserves for vari
ous contingencies set up out of income is,
in my opinion, unwise and performs a dis
service rather than a service to our em
ployers and clients to say nothing of other
people who expect to get something useful
out of the financial statements.
No longer are the financial statements
of concern only to the management, the
banker and the tax collector. Minority
stockholders, prospective investors and
employees, it is now felt, are entitled to
about as much information as the insiders.
Also, financial statements now have politi
cal repercussions. Business is harmed if,
through intentional policies, assets are
understated today and, as a result, expenses
are understated later on, since the apparent
rate of return on the investment is higher
than the actual facts would indicate, and
business gets an inequitable deal in legisla
tion and in labor negotiations. How can
a stockholder arrive at an intelligent deci
sion as to whether he should sell his shares
or buy more if he does not have all of the
facts and estimates? How can a prospec
tive investor make a reasonable decision if
he has to work with one-sided information?
For that matter, how can management pro
ceed effectively on the basis of figures
slanted toward pessimism?
Perhaps we should give some thought to
the establishment of criteria for a new
concept—the recognition and disclosure of
unrealized income and losses. What would
be wrong or objectionable to the calcula
tion of realized income on straightforward
and consistent basis such as the sale or
production, and then to indicate in a sup
plementary statement that in the light of
evidence available during the preparation
of the financial statements, it appears that
additional revenue or additional losses will

become realized during the following or
subsequent periods? Such a supplementary
statement would cover both increases and
decreases in the replacement cost or in
the expected margin of profit of inventories,
both increases and decreases in the value
of marketable securities, the expected re
sults both ways of law suits, and so on.
Favorable expectations are just as import
ant as unfavorable to everyone concerned.
I am, of course, not advocating that we
should go too far on such a proposal. We
cannot and should not attempt any crystal
ball gazing into the future. But I wonder

if a few steps in this direction would not
make our statements much more useful than
they often are.
My purpose in raising some of these ques
tions is merely to stir up the matter a bit
and urge you to think seriously about it.
What accountants do is something of a
mystery to students, to bankers, to in
vestors, to labor, and even at times to
management. We need to do everything we
can to make our procedures clear and con
sistent and at times we need to question
established institutions to make sure that
they have not outlived their usefulness.

COAST-TO-COAST (Continued from page
group with the purpose and history of that
organization.
ASWA’s founder was the guest speaker.
Mrs. Ida S. Bross, CPA, Indianapolis, re
viewed the history of women’s efforts to
attain recognition in the professional
fields; the acceptance of women in the ac
counting field; and the responsibility of
women accountants to understand the finan
cial policies of our government.
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ing held at the University Club on Septem
ber 18. A general discussion on accounting
problems followed the dinner.

PHILADELPHIA
The 1950-51 season opened with a meet

SAN DIEGO
Mrs. Margaret D. Olson, Vice Principal
and Dean of Students of the San Diego
Vocational School, was the speaker at the
first fall meeting on September 21. Her
topic was “Training the Whole Individual.”
Following the talk, Mrs. Charlotte Morris,
president, conducted a short business
meeting.

IDEA EXCHANGE
PHYLLIS M. HAAN, Grand Rapids
Chapter
(Submitted by a member of the Grand
9. Aims, Purpose, and Responsibilities
Rapids, Michigan Chapter #10)
of Individuals and Chapters
A good way to begin the new year of
10. Establishment of A. W. S. C. P. A.
any organization is to review the history
Trophy and Activities For Which
of the organization as well as the advan
Points Are Won
tages of being a member. The Grand Rapids
11. How Programs Are Planned and
Chapter tried it and found it answered
Good Speakers Secured
many of the questions in the members’
12. Ethics of Individual Members and
minds, as well as refreshed their memories
Chapters
on important points pertaining to the or
13. Impression on Employer of Increased
ganization. They had a 4-member panel,
Efficiency Through Membership
consisting of two older members, two new
(A complete script of the panel is on file
members, as well as a moderator. The points
—inquiries can be directed.)
they covered were as follows:
(Submitted by a member of the Muske
1.
What A.S.W.A. Means To Me
2. Organization of A.W.S.C.P.A. and gon, Michigan Chapter)
A.S.W.A.
A mock board meeting held before the
3.
History of Local Chapter
membership at one of their regular meet
4.
New Member’s Reason For Joining ings, at which time each chairman explains
5. Member’s Reason For Remaining a her duties as well as what is being done,
Member
accomplishes a great deal in educating the
6.
Membership Requirements
membership on the “behind the scenes” ac
7. Advantages of Membership in Na tivities and also impresses them with what
tional Society
their executive board is doing to promote
8.
Advantages of Membership in Localtheir Society.
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